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THE MANAGER'S DILEMMA
Financing real estate projects can be a vexing experience for even the most seasoned corporate real estate manager. Corporate hurdle rates, capital budgets, discount rates, weighted average cost of capital, cost of debt, residual value estimation and changing operating needs -the considerations are many, but no single approach helps corporate real estate managers understand how to structure financing for a given project. Corporate real estate managers often evaluate a project for the business unit merely by Landlords represent the creditworthiness of the business unit's tenancy to assetbased debt and equity capital sources, a situation that creates inherent communication and agenda obstacles.
In addition, corporate real estate managers commonly encounter transactional barriers. Given inconsistent financial parameters and business unit demands, how does a corporate real estate manager identify the best financing option? Banks and corporate financiers have their own agendas and typically do not provide this high level of analysis. Treasury professionals are most familiar with corporate level capital sourcing and have little expertise in real estate funding.
In recognising the need to fulfil a financial structuring role, the real estate manager can make decisions by bridging these traditional barriers. By changing the landlord role, corporate real estate managers can directly access the best capital sources, as shown in Figure 2 . determining the present value in an own-or-lease scenario. Their analyses rarely address the financial, market and real estate factors that corporate finance professionals need to develop a broader range of financing alternatives in order to determine the best solution.
Corporate real estate managers essentially face two types of impediment to optimising their real estate: organisational and transactional. Organisational barriers are inherent in the way in which commercial real estate is typically financed in the USA. The landlord usually acts as the middleman between the individual business units' real estate needs and the capital sources. In this situation, the capital sources underwrite the landlord, and the landlord therefore acts as the middleman between the corporate real estate manager and the capital sources. This situation leaves the needs of the corporate business unit subject to multiple levels of interpretation, as depicted in Figure 1 . For example, corporate finance and real estate departments commonly struggle when evaluating single-tenant buildings in an own-versus-lease scenario. Typically, a business operating unit will budget for a lease at market rates and expect corporate real estate to secure that lease. When corporate real estate can instead purchase the asset and still meet the business unit needs in lieu of a lease, a debate ensues as to how to consider the project -financing of an asset that will be discounted at an after-tax cost of debt, or a project to be discounted at the weighted average cost of capital? Corporate finance and real estate departments further consider and debate whether the property will increase or diminish in future value, how much decrease can be tolerated, the length of time for which the business will need the property, and whether the capital budget can accommodate a change from a leased into an owned property.
A LOOK AT THE FULL SPECTRUM
By focusing on the internal corporate evaluation criteria only, corporate real estate managers often miss real estate industry perspectives; a sub-optimal decision results. Industry concerns include the amount of leverage a typical real estate capital source allows; whether the project is financeable; and what residual value assumption is acceptable to a lender and/or investor. Managers who incorporate the industry point of view into their decision making help the corporation to achieve its business objectives at the best possible cost.
Without embracing the opportunities and the dynamics of the real estate investment community, corporate real estate managers often create a 'stock' or 'onesize-fits-all' approach that results in a single answer or decision for all properties of a particular type. For example, a company assumes that office buildings appreciate and that the company needs them for a very long time. The company then performs an analysis that compares 100 per cent debt ownership and selling the appreciated asset at the end of 15 years with just leasing the office for 15 years. In this scenario, owning is clearly the best option because the company assumes an increase in value and continued occupancy. Alternatively, a business may need a call centre for ten years, over which time the company believes that the industry will change dramatically. The company then performs an analysis that compares a ten-year lease to a purchase with 100 per cent debt and no residual value. In this scenario, leasing is clearly the better of the two options because of the lack of value at the end of ten years. In all likelihood, the corporation will pursue its next office as a purchase and its next call centre as a lease.
However, the corporation's financing options are influenced by a number of other factors, including shifts within the company (such as a merger or acquisition) or in corporate debt rates. Additionally, with the dramatic swings in office demand and building valuations resulting from business cycles and local economic conditions, the corporation's financing options may be affected in response to supply and demand for a particular space type. The aforementioned lease-buy analysis ignores the fact that both properties operate within the context of a larger, dynamic universe of real estate and that alternatives like Silicon Valley will constantly consider the current or future land value for redevelopment, especially during any sale, refinancing or tenanting of the space. Corporations should take a similar approach and consider ongoing and regular reviews of their portfolios or individual projects. Otherwise they will routinely miss opportunities to limit risk and realise appreciation.
REVIEW OF APPROACHES TO FINANCIAL STRUCTURING
A corporation's decision to own or lease a building is rarely clear-cut. Factors such as where the corporation is in its lifecycle, its financial status, its philosophy as to the use of investment capital, and its business unit needs must be carefully weighed. Leasing and ownership each have distinct financial and operational advantages and disadvantages, as described in Table 1. beyond the standard lease-or-buy decision exist. For example, investors would never purchase a building without addressing local market conditions, the asset's configuration, the creditworthiness of the tenant and a historic perspective of values. Incorporating the real estate investors' perspective can add a great deal of value to a financing decision.
Real estate investors are driven by opportunities to capture value and wealth. They capture these by recognising or anticipating changes in the real estate market, within companies or in financiers' preferences. Developers routinely invest in projects and systematically isolate and structure around the risk, while retaining the upside -the very essence of arbitrage opportunity. Real estate investors regularly review their property values and how value changes under varying scenarios, then act accordingly. For example, an investor who owns a warehouse in a high-demand area • Long-term control • Facility specially designed for business needs • Provides mechanism for financing (if needed) • Participation in upside of market risk Disadvantages • Usually most expensive option.
• Loss of control.
• Long-term leases can affect balance sheet/financial ratios.
• Existing facilities may match business needs.
• Illiquid and less flexible.
• Balance sheet impact.
• Residual real estate risks borne by company.
Because corporations view, account for and measure financial performance for real estate investment differently, the real estate manager, the business unit and treasury team should thoroughly consider the short and long-term earnings impact and the balance sheet results in addition to the business unit operational issues described above. Because real estate can provide a competitive advantage through cost and location, the real estate decision should be included as an essential part of the corporation's overall business and financial strategy.
Incorporating real estate into the business and financial strategy can be difficult because real estate usually competes with other projects for investment capital. For example, a newly formed software company will probably have difficulty securing a loan to construct a building, since it has limited credit history and needs to plough capital into business development. For many start-up companies, space needs will grow exponentially and therefore cannot be accurately predicted. In this case, leasing provides the necessary financial and space planning flexibility and fits ideally into the company's business plan. By contrast, a utility company that needs a building to house its transformers -a specialised use in a very long-term business -should own the real estate. Ownership makes sense, because developers will not be interested in financing such a specialised activity, the company has a predictable revenue stream and it can pay for the property with minimal risk.
Real estate needs, like business strategies, are dynamic and may differ from one company to another and even Figure 3 The own-or-lease continuum cent of the portfolio square footage) are small and subject to variable business needs. Clearly these properties are best structured as leases; and -The remaining 979 properties (51 per cent of the portfolio square footage) are subject to changing internal corporate needs and widespread real estate industry investment, and so are not clear-cut lease-or-own decisions. These are best addressed through financial structuring.
The authors found a similar distribution and trend across the real estate portfolios of numerous other Fortune 500 companies such as DaimlerChrysler, Xerox Corporation, Delphi Automotive, Ameritech Corporation and Square D. Unique, long-term assets were generally owned; generic spaces were typically leased. However, large portions of the portfolios had real estate requirements that fall between standard and special (logistic centres, call centres) and therefore were not straightforward decisions. In these cases, corporations have sought out financial structuring assistance.
within the same corporation. Unfortunately, most corporate real estate space and financing decisions are not as clear-cut as the examples cited above. When real estate is an integral part of the strategic business plan, the real estate decision becomes more complex. To address these additional concerns and issues, hybrid financing structures have evolved. As Figure 3 depicts, most corporate decisions fall in the middle of the own-or-lease continuum, where the financing options are varied and confusing. In this area, financial structuring is most valuable to the corporate real estate manager. As a case in point; a recent examination of a Fortune 100 company portfolio with more than 10,000 properties, consisting of 50 million square feet, revealed that: -More than 9,000 properties (48 per cent of the portfolio square footage) are considered 'specialised' in supporting business units whose real estate needs are stable. As a result, direct ownership is clearly the best option; -Only 228 properties (less than 1 per Figure 4 The triple approach A THREE-PRONGED APPROACH Financial structuring of corporate real estate projects involves taking the best practices of real estate developers and investors and using them to control the risk and participate in the appreciation of real estate to achieve lower cost. An effective evaluation process used to reduce cost and increase flexibility approaches the problem by examining three considerations. The first consideration is the real estate requirement itself: its uniqueness, adaptability, location, ability to be multitenanted, place in the broader market, and so on. The second consideration is the business user need and possible variability, including possible future expansions or contractions. The final consideration is the investors' risk -reward objectives and their desire to buy, sell or benefit from a particular corporation's tenancy. By combining the information gathered from these three areas, the real estate manager will have the right information assembled to evaluate all of its financing options effectively and to achieve an optimal decision (Figure 4) .
Real estate managers can learn a great deal from the real estate marketplace about how to structure a deal. By gathering information about speculative construction projects, considering the amount of construction, financing and investment activity and gauging reactions from the investment community about a proposed corporate real estate financing, the real estate manager obtains a bigpicture perspective. These considerations reveal key information about the real estate contemplated in the broader market context.
To the extent possible, the real estate manager's goal should be to create real estate opportunities that investors would like to own, in places they would like to own it ('location, location, location'). Changes in concept, configuration or location can greatly influence the range of possibilities for structuring a project's financing without materially affecting the occupancy cost or functionality of a business operation. For example, say a corporation is considering a onemillion-square-foot headquarters building with 250,000 square feet on each of four floors. While this building would meet the operating requirements, the corporation could alternatively consider four separate 250,000-square-foot buildings with 50,000-square-foot floorplates connected by bridges. The functional difference is probably minimal, but to an investor the second scenario represents an opportunity to accommodate multiple 50,000-square-foot configurations. This configuration would reduce the investor's risk in the long term, and so the real estate would be priced to reflect a lower risk premium.
The next key is to understand the business use variability. If the business unit is likely to decrease its space needs by half or expects to have the same needs for the next 15 years, having a partial exit strategy for a portion of the space is more costeffective over time, since only the required amount of space will be utilised. With businesses undergoing a large degree of uncertainty due to changing business models, companies place a high value on flexibility.
Finally, the last consideration is the investor's desire to fund certain projects at any particular time. The corporate real estate manager must recognise the importance of adapting the structure and design of each real estate project to changes influencing investors. A broad range of influences affect the real estate investor, including taxation, sovereign risk, currency exchange risk, global uncertainty, hostilities and securitisation potential. In the mid-1990s, REITs were active and amassed large portfolios of properties they must structure into leases a variety of options such as purchase, termination, expansion and various hybrid-ownership options.
After developing a market-appropriate physical and financial model, a corporation can evaluate alternative structures to provide the best circumstances for its tenancy. In the one-million-square-foot example, the corporation can compare a lease with REIT pricing to straight ownership, synthetic leases, amortising off-balance sheet structures, joint ventures, tax-free exchanges and traditional investors.
STRUCTURING ALTERNATIVES
The real estate manager now has many structuring options from which to choose. When evaluating each of the alternatives, the real estate manager must synthesise the information gathered from the three arenas (business unit, investor and real estate market information) before moving on to a structuring decision. Figure 5 depicts a representative sample of options available, from a build-to-suit to a singletenant facility; it reflects the continuum, with complete ownership at one extreme and pure leasing at the other. Several hybrid alternatives are described and show the various options available to a real estate manager in what was thought to be a simple lease or buy decision.
Direct corporate funding is most appropriate for those properties that are unique to a corporation's operation and in situations where no real estate investor will value or assume the risk outside the corporation's tenancy. Examples of this asset type are manufacturing plants, clean rooms and telephone switch buildings. Leasing a specialised building is effectively asking real estate investors to act as lender to the company, since the lease would typically be structured to based on specialisation, as Wall Street allowed REITs to replace secured debt and equity with stock and corporate debt. Because this recapitalisation of real estate firms progressed, REITs focused on projects which provided revenue growth and predictable capital requirements to meet the Wall Street business model. Real estate projects that met these requirements had good prospects for acquisition or financing by a REIT. Now that REITs are less active in the market, the corporate real estate manager must redesign for the next investor market in vogue.
To demonstrate the importance of evaluating business unit needs, real estate market concerns and investor preferences, reconsider the previously proposed project. It has now evolved into a product that offers a REIT an opportunity to own a four-building, one-million-square-foot project with annual rent escalations, with the tenant retaining the ability to give back 250,000 square feet of contiguous space in year five of the lease. This project would be very attractive to the investor pool, and would remain low cost to the business unit even if the latter's space needs dropped 25 per cent in five years.
Even after an appropriate structure is implemented and the corporation takes occupancy, variations in investor preferences provide continuous opportunity for the re-evaluation of real estate properties and portfolios. As investors shift away from real estate, corporations have opportunities to capture value by repositioning their portfolio, by entering into a long-term lease when markets are soft or by purchasing leased properties. Since investors favour real estate, corporations again have the opportunity to capture value by repositioning their portfolio; for example, by exercising a below-market purchase option. For corporations to take advantage of opportunities in market conditions, however, Figure 5 The The corporation therefore assumes rate, residual and renewal risk while also fully benefiting from appreciation. The main attraction of synthetic leases is that they allow off-balance-sheet ownership of an asset. Analysis of synthetics tends to ignore the cost of a reduced residual value until the property is actually vacated and the company faces a potential write-off. In order to mitigate risk, the corporation should amortise a portion of the principal balance in a synthetic lease, in preparation for dramatic changes in rates or unfavourable renewal terms at the end of the lease.
An amortising off-balance-sheet lease structure offers a lower lease cost than traditional leases, is fixed over the term, and matches cost closely with the property's utilisation. At term end, residual risk is eliminated, renewal risk is controlled and appreciation is captured at varying levels. These off-balance-sheet structures are most effective for long-term properties with the potential for substantial residual value but a history of value volatility. For instance, a good application of these structures is a Fortune 500 company leasing a single-tenant suburban office building.
Leverage leases provide a low rental cost over a long period, often with low renewal options. A major drawback of this structure is that any acceleration, termination or reduction in the lease is exceedingly difficult to achieve, because of the accounting and tax treatment by the lessor. The corporation cannot participate in any property appreciation, but completely avoids residual risk. This structure is best suited for long-term assets involving business units whose needs are very unlikely to change. In today's business environment, the ability to say confidently that a requirement will not change for a long time has diminished -and so has the use of leverage leases. amortise the cost fully over the initial term at an interest rate substantially above the company's borrowing cost. Any continued occupancy beyond the initial term would enrich the investor, as would any residual value if the corporation vacates the facility.
Non-recourse borrowing is similar to corporate borrowing in that it accesses low-cost funds and the company benefits from appreciation and/or continued occupancy, yet avoids residual risk. The property must be fairly typical and not specialised, because the lender is most concerned with the underlying real estate security for the loan, in addition to the mortgagee's ability to service the mortgage.
Joint ventures provide a way to share in residual value while controlling residual risk. Real estate with good upside potential is best suited for this financial structure. Development projects where the corporation controls the opportunity for a largerscope project with high return potential over time are ideal for this type of transaction. Examples include an office user preleasing over 50 per cent of a speculative, multi-tenant project that will not proceed without the company's tenancy. Obtaining a share of development profits realised upon completion and also participating in the income can be a prudent way to lower cost while controlling risk.
Synthetic leases are often used to provide a low lease cost during the term but require a corporate guarantee to ensure that the residual real estate value is greater than 90 per cent of initial cost. This structure essentially acts as an interest-only loan for up to seven years; it can be utilised for any type of property, but is best suited to properties that will consistently maintain a high level of value and are only required for a relatively short period. Synthetics are priced to indexes such as LIBOR which regularly fluctuate.
Corporations are finding directed saleleasebacks to be increasingly rewarding. As the markets have tightened, more companies are faced with build-to-suit requirements. Rather than enter into a lease, a project is built for the corporation directly and then sold off to investors, allowing the company to capture the profit associated with entrepreneurial risk as well as that from the longterm investor's desire for the company's tenancy. Properties best suited for this approach are those that are most in demand by long-term investors, in situations where the company needs the property delivered within an accelerated timeframe. Examples include office buildings, warehouses and call centres in major urban office markets.
Bond net leases improve the lease rates charged to the company, since the tenant's credit is used directly to obtain borrowing capacity with little regard to the real estate. When reviewed at a portfolio level, the incremental cost of entering into a traditional lease rather than bond leases is very high for most major corporations. This structure should be utilised for any substantial lease as a vehicle to lower cost.
Finally, traditional leased facilities are best used when properties that meet the business unit's needs are generally available in the market and when the corporation requires flexibility. Leasing is best used when markets are soft due to excessive supply and lease rates are below replacement cost for existing properties.
The real estate manager has many options as part of the real estate financial structuring strategy. The supply and demand of financing products varies with real estate and economic conditions. As a result, pricing, viability and financial impact will vary among the options at any given point in time. In order to manage the risk of focusing on just one strategy, the manager should consider at least two alternatives. Revisiting the example of a corporation contemplating a one-millionsquare-foot headquarters, the requirement has now been reconfigured into four separate buildings to match local investor requirements more closly. Table 2 Optimising real estate financing Page 296 
CONCLUSION
In order to capture opportunities within a company's portfolio, financial structuring must be an integral part of the approach to corporation real estate solutions and portfolio strategies. When integrated, the number of unique assets requiring direct corporate funding can be reduced dramatically by using real estate market knowledge, investor preferences and business unit utilisation as a road map. It is imperative, however, that the real estate manager and business unit are prepared to modify their space requirements to ensure financial and investment community marketability. In a portfolio, opportunities can be captured by studying shifts in the real estate market over time and converting that knowledge into lower real estate cost. Using this process, a corporation that routinely re-evaluates its portfolio can optimise the portfolio's effects on the corporation's balance sheet and income statement.
᭧Equis Corporation shows a sample of some structuring options and the associated resulting costs for this hypothetical project. While the present value cost can vary dramatically, as the results in the table demonstrate, cost should not be the driving factor alone, because the business unit needs to evaluate the cost in the broader context along with operational, accounting and financial impacts and flexibility.
THE DECISION
After gathering the relevant information and evaluating the pros and cons of each solution, the real estate manager can make a sound recommendation to the business unit and the treasury department. The manager knows that the solution is acceptable to the marketplace, can provide flexibility in the event of a changed business model, and provides the space at the most reasonable cost, both initially and over the corporation's long-term occupancy.
